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SUMVARY OF BILL

The Personal Inconme Tax Law (PITL) and the Bank and Corporation Tax Law (B&CTL),
in general, conformto the Internal Revenue Code (I RC) either by incorporating
the IRC by reference as of a “specified date” or by stand al one | anguage which
mrrors the federal provision. California lawis confornmed to the I RC as of
January 1, 1998, unless a specific provision provides otherwise. This bill would
change the specified date fromJanuary 1, 1998, to January 1, 1999, for taxable
and i nconme years begi nning on or after January 1, 1999. Changing the specified
date automatically confornms to all changes from January 1, 1998, through Decenber
31, 1998, to IRC sections that have been previously incorporated by reference.
Thus, California |l aw would conformto numerous changes made to federal incone tax
law by the I RS Restructuring and Reform Act of 1998 and certain other federal
acts enacted during 1998.

This bill al so woul d make nunerous changes to specifically not conformto
particul ar federal provisions or to nodify the general conformity to certain
items in the IRC. Additionally, nunerous technical changes regarding cross
references and the deletion of unnecessary | anguage that was used to conformto
federal |aw changes subsequent to January 1, 1998, and prior to January 1, 1999,
are being made by this bill

Additionally, this bill also contains two of the departnent’s |egislative
proposal s: “Repeal of Capital Loss Limtation and Carryover Provisions for

Cor porations” and “Revise the LLC Annual Franchise Tax Due Date to the Date of
Return.”
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SUMVARY OF AMENDMENTS

The June 29, 1999, anendnent made the foll ow ng changes:

Prior to the June 29, 1999, anendnent, the bill would have conforned the B&CTL

to federal section 179 rules regarding the expensing of assets, but limted the

deduction amount to $17,000 per year (current federal and PITL anount is
$19,000.) The anendnment woul d conformthe B&CTL to the federal section 179
deduction rules and anounts (item 13).

The anendnent woul d repeal the capital loss limtation and carryover provision
for corporations (item 14).

The anendnent would create a rebuttable presunption for possession corporations

that elect the profit split nmethod under Section 936 of the Internal Revenue
Code (IRC) that the allocation of conbined taxable inconme under the profit
split nethod is a proper allocation under the principles of Section 482 of the
IRC (transfer-pricing) (item15).

Renoved | anguage t hat woul d have confornmed the PITL to the federal self-
enpl oyed heal th insurance deduction phase-in percentages. (This provision was
enacted by AB 1289 (St. 1999, Ch. 117).)

Made four technical changes affecting cross references and gramar.

The anendnent al so added | anguage affecting the interest rate charge on Sal es
and Use Taxes not tinely paid. This analysis does not address this provision.

The July 1, 1999, anendnent added a provision, sponsored by the Franchi se Tax
Board, that would make the annual tax of alimted liability conpany (LLC)
classified as a partnership, or whose entity status is disregarded, due and
payabl e on the due date of the LLC return

EFFECTI VE DATE

Unl ess ot herwi se specified, this bill wuld apply to taxable and inconme years
begi nning on or after January 1, 1999.

SPECI FI C FI NDI NGS

This bill would make changes affecting the follow ng areas:
1. Deductibility of Meals Provided for the Conveni ence of the Enpl oyer.
2. Enpl oyer Deductions for Vacation and Severance Pay.
3. Certain Trade Receivables Ineligible for Mrk-To-Mrket Treatnent.
4. Exclusion of Mninmum Required Distrib. fromAG for Roth | RA Conversions.
5. Farm Production Flexibility Contract Paynents
6. Treatnent of Certain Deductible Liquidating Distrib. of RICs and REI Ts.
7. Tax Treatnment of Cash Options for Qualified Prizes.
8. Exclusion fromlncome for Enployer-Provided Transportation Benefits.
9. Paynents Received Pursuant to the Ri cky Ray Henophilia Relief Fund Act.

10. Waiver of estimated tax penalty.

11. 1998 Federal Technical Changes.

12. Provision renoved by June 29, 1999, anendnent.

13. Election to Expense the Cost of Certain Depreciable Assets Permtted
Under the B&CTL.
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14. Repeal of Capital Loss Limtation and Carryover Provisions for
Cor por ati ons.

15. Profit Split Method for Conputing Inconme for Corporations Filing
Combi ned Reports.

16. Revise LLC Annual Franchise Tax Due Date to Date of Return.

Except for item 12, the self-enployed health insurance deduction, the

nodi fication to item 13, expensing of assets (Section 179 deduction for
corporations) and the addition of itens 14, 15 and 16 the May 28, 1999, revised
anal ysis still applies.

13. Election to Expense the Cost of Certain Depreciable Assets Permtted
Under the B&CTL.

Federal law and PITL provides that in |lieu of depreciation, a taxpayer with a
sufficiently small anmpbunt of annual investnent in depreciable assets may elect to
currently deduct, rather than capitalize and depreciate, up to $19, 000 of the
cost of qualifying property placed in service in a taxable year beginning after
Decenber 31, 1998. In general, qualifying property, comonly referred to as
section 179 property, is defined as depreci abl e tangi bl e personal property that
is purchased for use in the active conduct of a trade or business.

The limtation anmount is reduced (but not below zero) by the anpunt by which the
cost of section 179 property placed in service during the taxable year exceeds
$200, 000.

In addition, the anmount eligible to be expensed for a taxable year may not exceed
the taxabl e i ncome of the taxpayer for the year that is derived fromthe active
conduct of any trade or business (determ ned without regard to this provision).
Any ampount that is not allowed as a deduction because of the taxable income
limtation may be carried forward to succeedi ng taxable years (subject to simlar
limtations).

The federal and PITL expense anount increases from $19, 000 to $25,000. The
increase is phased in as foll ows:

Taxabl e year

begi nni ng i n- Maxi mum expensi ng
1999 $19, 000
2000 $20, 000

2001 and 2002 $24, 000

2003 and thereafter $25, 000

This bill would conformthe California B&CTL to federal section 179 deducti on

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the department’s costs.
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Tax Revenue Esti mate

Based on federal estimates, the revenue loss for this provision is
-$36 mllion, -$28 mllion and -$27 mllion for fiscal years 1999-00,
2000-01 and 2001-02, respectively. Prior to the June 29, 1999,
amendnent the bill woul d have conforned to the federal Section 179
property deduction but Iimted the deduction to $17,000 per year. The
estimated revenue |l oss fromthe provision prior to the June 29, 1999,
anmendnment was -$32 nmillion, -$23 mllion and -$17 mllion for fiscal
years 1999-00, 2000-01 and 2001-02, respectively.

14. Repeal of Capital Loss Limtation and Carryover Provisions for Corporations

State |law generally confornms to federal law relating to the conputation of gain
or loss on the disposition of capital assets.

Federal law (I RC Section 1221) provides that capital assets are property other
than: stock in trade or other inventory-type property held primarily for sale to
custoners; depreciable or real property used in a trade or business; patents held
as inventory, copyrights and other literary property; accounts or notes
receivable acquired in the ordinary course of business; and U. S. government
publications, as specifi ed.

Cenerally, capital gain is realized and recogni zed when a capital asset is sold
or exchanged and the anbunt realized exceeds the basis of the asset and the
anount subject to recapture under federal law. Basis in a capital asset is
determ ned by the cost of the asset and is increased by further investnment or
decreased by all owabl e deductions. Capital |oss occurs when a capital asset is
sol d or exchanged and the amount realized is | ess than the basis of the asset.
Cenerally, any gain or loss fromthe sale or other disposition of property that
does not qualify as a capital asset is ordinary gain or |oss.

| RC Section 1231 gains and | osses arise fromcertain dispositions of Section 1231
property. Section 1231 gains are gains from (1) the sale or exchange of
depreci abl e personal or real property used in a trade or business (not nere

i nvestnent) and held for nore than one year and (2) the conversion of business or
i nvestment property held for nore than one year. Section 1231 |osses are | osses
fromthe sale or exchange or conversion of business or investnment property held
for nore than one year. Generally, if Section 1231 gains exceed Section 1231

| osses, the net gains are treated as long-termcapital gains. |If Section 1231

| osses exceed Section 1231 gains, the | osses are ordinary | osses. Section 1231
gains must be treated as ordinary income to the extent of the taxpayer’s Section
1231 losses in the preceding five years.

Federal |aw (I RC Section 1222) provides rules relating to the netting of capital
gains and | osses. Short-termcapital gains are netted wth short-term capital

| osses to arrive at net short-termcapital gains/losses. Long-termcapital gains
are netted with long-termcapital |osses and net Section 1231 gains to arrive at
net long-termcapital gains/losses. Net short-termcapital gains/losses and net

| ong-termcapital gains/losses are netted. |If a net gain results, then that gain
is included in income. |If a net loss results, it is not currently deductible for
corporations, or up to $3,000 may be deductible for individuals.
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Under current federal and state |aw, corporations may deduct capital |osses only
to the extent of capital gains. Federal |aw generally permts a three-year
carry-back and a five-year carry-forward for excess capital |osses. State |aw,
however, permts only a five-year carry-forward for excess capital | osses.

Under current federal |law, the generally applicable maxi numrate on corporate
ordinary incone is 35% and the tax on net capital gains for corporations is
limted to a maximumrate of 35% Under current state law, capital gains for
corporate taxpayers are taxed at the sane rates as ordinary inconme (8.84%, with
no maxi mum capital gain rate

In 1990, California |l aw adopted the federal statutes concerning capital |oss
limtations and made no nodifications to address combi ned report issues. The
federal law is based on a single entity approach. However, federal regul ations
provi de special rules for federal consolidated returns so the capital |oss
l[imtation is applied on a group basis. Since California |law does not conformto
the federal consolidated return provisions, the federal regulations relating to
consol i dated returns do not apply.

The California | aw regul ati ons for Section 25106.5, relating to conbi ned
reporting, provide for the intrastate apportionment of business gains or |osses
fromthe sale or exchange of capital assets, Section 1231 property and

i nvoluntary conversions prior to the IRC Section 1221 capital gain/loss netting
provisions. Those gain/loss itens are then netted at the entity level after

i ntrastate apportionnent.

This bill would repeal the capital loss limtation and carryover provision for
corporations for inconme years beginning on or after January 1, 1999. Capital

| oss carryover anounts frominconme years beginning before January 1, 1999, would
conti nue under the current rules (i.e., capital |osses may be deducted only to
the extent of capital gains and excess capital |osses may be carried forward for
five years).

Al'l owi ng the deduction of the current year’s capital loss would return California
law to the way it was prior to the conformty to the federal capital |oss
[imtation rules.

Pol i cy Consi derati ons

This provision could cause a taxpayer to | ose as nuch as half of the capita
| oss anpbunt if the taxpayer has an overall loss for the year the capital

| oss is recogni zed since the carryover would be subject to California's
general net operating loss rules, which generally permt only 50% of an
operating loss to be carried forward (subject to certain exceptions not

rel evant herein). 1In contrast, under current |aw, 100% of the excess
capital | oss would be carried forward and coul d be absorbed in future years
if the taxpayer had sufficient capital gains within the succeeding five
years.

In general, tax treatnent of various itens under the Personal |Income Tax Law
(PI'TL) and Bank and Corporation Tax Law (B&CTL) are consistent. This

provi sion woul d make the treatnment of capital |osses different under the
PITL and B&CTL. However, there are currently differences between PITL and
B&CTL treatment of capital |osses, as well as with respect to certain

capital gains (e.g., qualified small business stock rules apply only to PITL
t axpayers).
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Depart nental Costs

Thi s provision would not significantly inpact the department’s costs.

Tax Revenue Esti mate

This provision would result in the follow ng order of nmagnitude | osses
inthe initial three fiscal years.

Effective For Dispositions in Incone Years BOA 1/1/99
[$ In MIlions]

1999- 00 2000- 01 2001-02

Repeal of Capital
Loss Linmitation ($5) $1 $3

The second and third fiscal year inpacts allow for revenue savings
fromreduced carryover |osses. The drop-off effect for this provision
is rather pronounced due to recharacterizing all unapplied | osses for
the 1999-00 fiscal year as net operating | osses subject to a 50%
carryover rather than a 100% capital |oss carryover.

Thi s anal ysis does not consider the possible changes in enpl oynent,
personal income, or gross state product that could result fromthis
neasur e.

Tax Revenue Di scussi on

The inpact reflects the additional amount of |osses that are applied
for the year, conmbined with reduced | oss carryovers to subsequent
years.

This provision would allow any capital |oss be applied against all
positive income of a corporation. Any remaining |osses would be
carried over to subsequent years at 50% as a net operating loss. Tax
return data (state or federal) regarding total corporate capital

| osses reported in any given year and anmounts applied and unapplied
are not available. Based on the judgnent of both audit and | egal
staff, this proposal would not significantly increase revenue | osses
and additionally woul d generate revenue savings in subsequent years
based on the difference in carryovers (a 50% carryover rather than
100% for unapplied | osses). In a nunber of cases exam ned for
significant corporations, total capital gains within the unitary group
have been of sufficient magnitude to absorb nost capital | osses.
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15. Profit Split Method for Conputing Incone for Corporations Filing Conbined
Reports.

Under current federal |law, corporations organized in the United States (U S.) are
taxed on all their inconme, regardl ess of source, and are generally allowed a
credit for any taxes paid to a foreign country on their foreign source incone.

Under current federal |law, foreign corporations engaged in an U. S. trade or

busi ness are taxed at regular progressive U S. rates on incone effectively
connected with the conduct of that business in the U S. This is known as
effectively connected income or ECl. However, foreign corporations are taxed at
aflat 30%rate (or lower rate if provided by treaty) on certain income (usually
i nvestment incone) fromU. S. sources.

Federal |aw uses the “separate accounting nethod” to determ ne the anpunt of a
corporation’s incone subject to tax. The separate accounting nethod determ nes
the income of related corporations on a corporation-by-corporation basis and does
not take into consideration the inconme of related corporations not subject to tax
within the taxing jurisdiction.

The separate accounting nethod is generally prem sed upon the use of "arm s-

l ength" pricing in transactions between related parties. Under this principle,
the prices or charges on transactions between related parties should be the sane
as if the transactions occurred between unrel ated parties. However, in many
situations related corporations may realize an overall tax benefit for the
affiliated group by shifting incone between affiliates and not charging an

“arm s-length” price.

Internal Revenue Code (I RC) Section 482 was enacted to prevent any arbitrary
shifting of income between affiliates. The Internal Revenue Service (IRS)
conducts Section 482 audits to determne if the related parties have charged an
“arm s-length” price and, if not, what the “correct” price should be. This is
commonly referred to as transfer pricing.

Under federal law, in determning the Puerto Rico and possession tax credit, a
possession corporation® may elect to attribute some of the income fromintangible
property? to the U S. corporation by use of either the cost sharing nmethod or the
profit split method. |If neither nethod is elected, virtually all of the incone
attributable to the intangi ble property is considered U S. source inconme. Thus,
a possession corporation is treated as a contract manufacturer not owni ng any

i ntangi bl e property, even if the intangi ble property was purchased from unrel at ed
parties or devel oped by the possession corporation itself.

The Puerto Rico and possession tax credit is termnated for tax years begi nning
after Decenber 31, 1995. However, special phase-out rules apply in the case of
existing credit claimants. Existing credit clainmants may continue to claimthe
credit throughout the |ast tax year begi nning before January 1, 2006. For tax

years beginning in 2006 and thereafter, the credit is scheduled to expire.

! Possessi ons corporations are U S. incorporated entities located in U S

possessi ons, nost notably Puerto Rico, which have elected the benefits of Interna
Revenue Code Section 936.

2 I ntangi bl e property includes patents, inventions, copyrights, trade nanmes and
tradenar ks.
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If the cost sharing nmethod is elected for federal purposes, the possession
corporation is required to pay its affiliates for its share of product research
and devel oprment costs incurred by the affiliates during the year. The cost share
paynment cannot be |l ess than the cost share paynent that woul d be required under

| RC Section 482.

If the profit split nmethod is elected for federal purposes, the taxpayer is
permitted to arbitrarily attribute 50% of the manufacturing profits (for the
product |ines covered by the profit spit nmethod) to the possessi on corporation.
If the federal profit split anmount reportable by the possession corporation is

| ess than the ampunt of net income reported by the possession corporation on its
books, the possession corporation will usually remt a paynent to the U S
sharehol der. |If the reverse occurs, the U S. parent corporation remts a paynent
to the possession corporation. Procedurally, the IRS does not conduct Section
482 audits of corporations electing the profit split nethod in determ ning the
Puerto Rico and possession tax credit and treats that nethod as properly
reflecting the income of the el ecting corporation.

Under current California law, California source income for corporations that
operate both within and without the state is determ ned using the unitary method
of taxation. Under the worldw de unitary nmethod, the incone of related
affiliates that are nenbers of a unitary business is conmbined to determ ne the
total income of the unitary group. A share of that incone is then apportioned to
California on the basis of relative levels of business activity in the state, as
measured by property, payroll, and sales. The fundanental difference between the
wor |l dwi de unitary method and the federal separate accounting nmethod di scussed
above is that the prices or charges on transactions between related parties are
sinply di sregarded under the unitary nethod, as opposed to adjusted under
separate accounting rul es.

As an alternative to the worldwi de unitary nmethod, California |law all ows
corporations to elect to determne their incone on a "water's-edge" basis.

Water' s-edge el ectors generally can exclude unitary foreign affiliates fromthe
combi ned report used to determ ne income derived fromor attributable to
California sources. Therefore, in a water’s-edge conbined report, the allocation
of incone between affiliated corporations, sone of whom are nenbers of the

wat er' s- edge group and sone of whomare not, is relevant to the correct

determ nation of income from California sources.

Ceneral |l y possessions corporations are excluded fromthe water's-edge conbi ned
report group, unless:

t he possessions corporation's average United States factor is equal to 20%
or nore; or

t he possessions corporation earns U.S. source incone which is effectively
connected with a U.S. trade or business, and if the possessions corporation
is considered a taxpayer for California purposes.

California law requires the departnent to conduct transfer-pricing audits
(Section 482 audits) to ensure that taxpayers include the correct anount of
incone in the water’s-edge conbined report. The department is not required to
performan audit if the IRS is exam ning the taxpayer for the sane year or years
on the same issues. |If the IRS does conduct a detailed Section 482 audit,
California |l aw specifies that it shall be presuned correct and that the results
of the federal audit apply for state tax purposes. This presunption can be
overcone if either the FTB or the taxpayer denonstrates that:
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An adjustnment or the failure to nmake an adj ustnent was erroneous.

The results of such an adjustment would produce a mninmal tax change for
federal purposes because of correlative or offsetting adjustnments or for other
reasons.

Substantially the same federal tax result was obtained under other IRC

secti ons.

If the I RS does not conduct a Section 482 audit of any particul ar taxpayer,
California |l aw specifies that no inference shall be drawn for state purposes from
this failure.

California | aw does not conformto the I RC Section 936 elections relating to the
profit sharing or profit split nethods used in computing the federal Puerto Rico
and possessions tax credit. For California purposes, |IRC Section 482 governs the
rel ati onship between a possession corporation and the U S. affiliates.

This provision of the bill would create a rebuttable presunption for possession
corporations that elect the profit split nmethod under Section 936 of the IRC that
the allocation of combi ned taxable income under the profit split nmethod is a
proper allocation under the principles of Section 482 of the IRC (transfer-
pricing). Thus, this bill would essentially allow use of the profit split nethod
for California purposes. This provision of the bill is doubled joined to SB 1229
to prevent chaptering problens.

Pol i cy Consi derati ons

Section 482 (transfer-pricing) audits are very resource-intensive and
taxpayer intrusive. For this reason, California is not required to
conduct a Section 482 audit if the IRS has conducted such an audit.
Presum ng that the profit split nethod el ected under federal |law (I RC
Section 936) provides the correct value under Section 482, this provision
woul d reduce the nunber of Section 482 audits the departnent is required
to conduct.

The profit split nmethod will sometinmes assign substantially nore income
to the possession corporation than woul d be assigned under a Section 482
(transfer-pricing) nmethod. |In such cases, the rebuttable presunption
woul d allow the state to allocate incone under Section 482 to clearly
reflect the incone attributable to nenbers of the water's-edge group

Depart ment Costs

To the extent that this bill sinmplifies or reduces transfer pricing audits
and reduces di sputes between taxpayers and the departnment, cost savings for
the department’s audit and legal staff may result. The extent of these
possi bl e savi ngs cannot be quantified.
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Tax Revenue Esti mate

Based on Iimted data and assunptions di scussed bel ow, this provision would
result in the foll ow ng revenue | osses.

Esti mat ed Revenue | npact of Profit Split Method
[$ In MIlions]

1999- 00 2000- 01 2001-02 2002- 03 2003- 04 2004- 05
-$1 -$3 -$2 -$2 -$1 -$1

This provision would be effective January 1, 1999, and would apply to all
years for which the statute of limtation is still open

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

Tax Revenue Di scussion

Revenue | osses fromaudits not undertaken would determ ne the revenue inpact
of this provision. |If, under this provision, Section 936 profit splitting
rules were presuned to satisfy Section 482 transfer-pricing requirenents
(subject to rebuttal on audit), some audits would not be initiated if a
prelimnary analysis suggests a final result in the range of a 50/50-profit
split.

To quantify the potential revenue effects of not pursuing certain audits
under this proposal, otherwi se |likely audit assessnents were approxi mated
and grown 5% per year. For subsequent years, |osses are phased out to
reflect the sunset of Section 936 for taxable years begi nning after Decenber
31, 2005. Estinmated | osses reflect the projected cash flow i npact of
reduced taxes plus any applicable interest for the initial six fiscal years
begi nning in 1999-00.

16. Revise LLC Annual Franchise Tax Due Date to Date of Return.

Backgr ound

The Business Entities Section of the departnent’s Processing Services Bureau
conducted a study of 500 randomy selected LLC returns (CA Form 568) for tax
years 1995 and 1996. The study found that 73% of the returns contained errors
related to the paynent of tax: either no annual tax was paid, or the tax was paid
with the return rather than with the required form FTB 3522 on or before the 15'"
day of the fourth nonth of the taxable year. The error rate appears to be
decl i ni ng as educational prograns are inplenented; however, the error rate is
still high, as is the growth in LLC formations (approximtely 1,500 — 2,000 per
month). The LLC InterimBilling Project is billing | ate paying LLCs for current
year annual tax, annual fee, interest, and penalties. The first bills were sent
in late August 1998. Bills continue to be sent out. As of January 22, 1999,
approxi mately 8,800 of the nearly 15,000 billing notices had been sent out wth
bal ances totaling approxi mately $416, 500.

Under federal law, a business entity (other than a “corporation per se”) is an
“eligible entity” and may elect its classification for tax purposes. An LLCis
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an eligible business entity and may be treated and taxed under federal |aw as a
corporation, a partnership, or entirely disregarded as a separate entity. Fewer
than 25 of approximately 40,000 LLCs in California are classified as

cor porations.

California | aw adopted federal |aw concerning the classification of business
entities for tax purposes, with some mnor nodifications. |In particular, the tax
and fee previously inposed on an LLC classified as a partnership now apply to any
LLC not classified as a corporation, including an LLC that is otherw se

di sregarded for federal and state tax purposes. |In general, the classification
of a business entity in California nust be the sane as its federa

cl assification.

Exi sting state | aw i nposes on a corporation doing business in this state a tax to
be paid annually for the privilege of exercising its corporate franchise within
this state. The tax is the greater of the mininumfranchise tax, currently $800
(certain qualifying new corporations pay a reduced anount), or the tax accordi ng
to or nmeasured by its net incone conmputed at the current rate of 8.84% For the
first taxable year, the mninmumfranchise tax is paid to the Secretary of State
(SCS) with the filing of the articles of incorporation. For a corporation
deriving inconme fromCalifornia sources (but not doing business in this state),
the tax rate also is 8.84% but the corporation is not required to pay the

m ni mum f ranchi se tax.

Exi sting state | aw requires individuals and corporations to have taxes w thheld
or make estimated tax paynents throughout the taxable or incone year. 1In the
case of corporations, the first estimated tax payment, due by the 15'" day of the
fourth nonth after the beginning of the inconme year, nust be an amount at | east
equal to the mnimum franchi se tax ($800).

Under current state law, a foreign or donestic LLC classified as a partnership or
di sregarded for tax purposes that is doing business in this state is required to
annual ly pay a tax and a fee. The annual tax is for the privilege of doing
business in this state; the anbunt is equal to the mnimum franchise tax. The
annual fee is determ ned by the ambunt of total income of the LLC from al

sources reportable to this state.

Existing state law requires the tax on LLCs to be paid on or before the 15'" day
of the fourth nonth of the taxable year. The FTB provides the LLC tax voucher
form FTB 3522 for this remttance.

Existing state law requires the fee of an LLC to be paid on the date the return
for the LLCis required to be filed. The return for an LLC classified as a
partnership is due on or before the 15'" day of the fourth nonth after the close
of the taxable year. The return for an LLC that is disregarded is due on or
before the 15'" day of the fourth nonth after the close of the taxable or incone
year of the owner of the disregarded LLC

Existing state law requires limted partnerships (LPs) and limted liability
partnerships (LLPs) formed, registered, or doing business in this state, to
annual ly pay a tax for the privilege of doing business in this state. The anpunt
of this annual tax is equal to the mininumfranchise tax. This tax is due and
payabl e on the date the return of the LP or LLP is required to be filed, the 15'"
day of the fourth nonth after the end of the taxable year. However, unlike LLGCs,
LPs and LLPs are not otherw se taxable or subject to additional fees.
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This bill would make the annual tax of an LLC classified as a partnership or
whose entity status is disregarded due and payable on the due date of the LLC
return, rather than on the 15'" day of the fourth nonth of the LLC s taxable year.
This provision is effective for taxable years begi nning on or after

January 1, 2000.

Pol i cy Consi derati ons

By meking the timng of the paynment of LLC tax simlar to taxes paid by LPs
and LLPs, this bill would result in greater sinplicity for both taxpayers
and the departnent by nmaking the cal cul ati on, paynent, and adm nistration of
taxes nore uniform

| npl ement ati on Consi der ati ons

This bill would inprove the departnent’s operations by elimnating an area
of taxpayer error and confusion.

If this bill is adopted, sone taxpayer education and changes to tax booklets
and instructions would be required so taxpayers and tax preparers will be
aware of the change in the due date of the LLC mninmumtax. These changes
can be handl ed during the departnment’s normal annual updates.

FI SCAL | MPACT

Depart nental Costs

By reduci ng taxpayer errors, this bill may result in a m nor but
undet er mi nabl e savi ngs of departnental costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in
revenue | osses as shown bel ow.

Esti mat ed Revenue | npact of AB 190
(In $M I 1ions)
Enact ment Assuned After 4/15/99

Fi scal Years 1999/ 00 2000/ 01 2001/ 02
Revenue | npact (15) (1) (1)

This revenue estimte does not take into account any possible changes in
enpl oyment, personal income, or gross state product that mght result from
this measure.

Tax Revenue Di scussi on

This bill is essentially a timng issue and would not affect the total
anount of state incone tax revenue received over the long run, but would
result in the one-year deferral of $15 nmillion. However, the year in which
the deferral occurs woul d depend upon the enactnent date of this bill
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This bill would result in the del ayed receipt of
This bill
1999/ 2000 fiscal year to 2000/ 2001,
1999/ 2000. Additi onal

and July 1, 1999

new LLCs that would otherwi se pay taxes in an earlier fiscal

1208 (Revenue and Taxation Committee)

resulting in a $15 mllion deferral
deferrals of $1 million are assumed due to grow h of

year.

rate of 5% was used to calculate the growth of LLC formation.

Tax Revenue Estimate Recap

revenue as shown bel ow.
woul d defer the receipt of $15 million in revenues fromthe

for

A growth

| |
Assembly Bill 1208 (As Amended July 1 1999) Personal Income Tax Bank & Corporation Tax
(in millions) (in millions)
Description 1999-0 2000-1 2001-2 1999-0 2000-1 2001-2
1 [Exclusion of value of meals to employee -$1 -$1 -$1 - - -
2 |Employer Deductions for Vacation and Severance Pay a/| Minor Gain | Minor Gain | Minor Gain $2 $3 $3
3 |Certain Trade Receivables Ineligible for Mark-To-Market Treatment Minor Gain | Minor Gain | Minor Gain $12 $18 $18
4 |Exclusion-Min. Reg. Distributions from AGI for Roth IRA Conversions |b/ - - - - - -
5 |Farm Production Flexibility Contract Payments Insignificant | Insignificant | Insignificant | Insignificant | Insignificant |Insignifi
cant
6 |Certain Deductible Liquidating Distributions of RICs & REITs c/ $40 $5 -
7 |Tax Treatment of Cash Options for Qualified Prizes Minor Loss | Minor Loss | Minor Loss - - -
8 |Exclusion from Income for Employer-Provided Transportation Benefits Insignificant | Insignificant | Insignificant | Insignificant | Insignificant |Insignifi
cant
9 |Payments Received Pursuant to the Ricky Ray Hemophilia Relief Fund Insignificant | Insignificant | Insignificant - - -
Act
10|Waiver of Estimate Tax Penalty No Impact No Impact | NoImpact | NolImpact | No Impact No
Impact
11|1998 Federal Technical Changes Insignificant | Insignificant | Insignificant | Insignificant | Insignificant Insignifi
cant
12 [Deleted - - - - - -
13| B & C Section 179 Expensing Allowance - - - -$36 -$28 -$27
14 |Profit Split Method - - - -$1 -$3 -$2
15 [Capital Loss Carry-overs d/ - - - -$5 $1 $3
16 |LLC Annual Franchise Tax Due Date e/ -$15 -$1 -$1
TOTALS -$1 -$1 -$1 -$3 -$5 -$6
Minor = Loss or gain of less than $500,000
a/|Baseline revenue gains are projected to be $65 million for 1999-0 and
$3 million thereatfter.
b/|Baseline revenue gains are projected to be $84 million for 2004-5, $101 million for 2005-6, and $99
million for 2006-7.
Conformity gains are esstimated to be $1 million annually beginnning with
the fiscal year 2004-5.
c/|Baseline revenue gains are projected to be $15 million annually
beginning in 1998-9,
d/|Assumes Regulation 25106.5 is in place.
e/|This provision is a timing issue and would not affect the total amount of state income tax revenue
received over the long run, but would result in one-year deferral of $15 million

BOARD POSI TI ON

Support

On July 6, 1999,
version of this bill.

I n addition,

16, which was added by the July 1, 1999,

amendnment

the Franchi se Tax Board voted 2-0 to support the June 29, 1999,
the Board previously voted to sponsor item




